To: MGT . 205A Students 
From: Dan Mitchell, Professor 
Subject: Week 10 summary 


Note 1: The final exam is next Tuesday, 6:30-9:30 PM, in our 
regular classroom. You will not need a blue book. You may bring 
a hand calculator. The format is closed book. The exam will 
cover material since the midterm. However, as noted on the key 
to the midterm and in class, the final will contain AT LEAST one 
question word-for-word from the midterm. This is an explicit 
motivation to get you to go over any problems you might have had 
on the midterm exam that you have not resolved. As noted in 
class, the final exam will have a format similar to the midterm 
except that it will include an essay-type guestion. Exams, 
grades, etc., will be returned to you in the box for MGT. 205A in 
room A416 Collins. If you cannot pick up your exam, please 
arrange for someone else to pick it up. Alternatively, if you 
want to receive your grades by mail, attach a stamped, 
self-addressed postcard to the exam or put one in Prof. 

Mitchell's mailbox in A416 Collins. 


Note 2: All weekly summaries (including this one) and PowerPoint 
slides are now - or soon will be - on the Anderson and special 
Public Policy websites. Remaining copies of all handouts are in 
the cardboard box for this course in room A416 Collins. 

Note 3: There will be s optional Q&A Session this coming Monday, 
noon (official, not solar time!) - 1 PM, in room B413. 

Note 4 : As before the midterm, there are sample problems from old 
exams in the Study Guide and a list of key terms in the appendix. 


Last week, we traced the evolution of the international monetary 
system. We noted that after Populist anti-gold standard thinking 
captured the Democratic Party in 1896, the Democrats became the 
party of "cheap money" but free trade. And the Republicans 
became the part of "sound money" (gold standard) but trade 
protection. Generally, there was much suspicion within the 
American public about banks, financial conspiracies, British 
monetary interests, etc. The tilt of the two parties - and the 
cloud of suspicion surrounding financial institutions and the 
monetary system - affected U.S. policy during the Great 
Depression and the post-World War II period in which institutions 
such as the IMF were created. In particular, it led to the 
creation of a weak IMF as a financial intermediary (rather than 
as a world central bank - the British proposal at Bretton Woods) . 
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Internal U.S. domestic politics thus influenced the development 
of the world economy in two ways after World War II: 1) On the 
trade side as we learned before the midterm, the U.S. pushed for 
internationalism (tariff reductions, the various rounds, creation 
of GATT and later WTO) . 2) On the monetary side, the U.S. 

resisted internationalism if it meant subordinating domestic 
monetary policy to externally-imposed rules of the game or a 
powerful IMF. 

Modern discussions of the international monetary system usually 
are almost always debates over fixed vs. flexible systems. Thus, 
there has been interest in analyzing the history of the 19th 
century gold standard (and the later Bretton Woods system) . It 
is often said that the 19th century gold standard produced price 
stability. But - as we noted last week - this idea confuses 
stability with trendlessness . It is true that there was no upward 
price TREND under the old gold standard (in particular, no 
tendency toward inflation as was seen after World War II) , but 
prices showed huge up-and-down variation as we have seen. 
Moreover, the adjustments that occurred involved real economic 
activity, not just price changes. Generally, as noted above, 
periods of deflation under the gold standard could also be 
periods of depression, and there were some severe depressions 
during the 19th century. The world supply of monetary gold - 
influenced by discoveries of gold and mining technology - would 
influence world monetary conditions . 

There thus remained a strong inflationist sentiment within the 
Democratic Party, especially during the Great Depression of the 
1930s, leading President Roosevelt to devalue the dollar relative 
to gold to $35/ounce in the hopes of raising domestic prices. 

The combination of the dollar devaluation and flight capital from 
Europe on the eve of World War II led to the relocation of a 
substantial portion of the world's monetary gold to the U.S., the 
golden avalanche. This meant that a traditional gold standard 
could not be reconstructed after the War, since the countries 
involved all need substantial gold reserves to operate under a 
simple gold standard. The preconditions can be lumped under the 
heading "path dependency, " since they led to a particular set of 
institutions in the post-World War II period. 

The Bretton Woods system created towards the end of the war 
contained a gold element, but the system is more properly viewed 
as a dollar standard. All countries effectively set par values 
in terms of the dollar. The U.S. undertook to maintain the price 
of gold at $35 per ounce - the arbitrary Roosevelt price - by 
buying and selling gold at that price. Hence, in principle, all 
currencies were convertible at a fixed price into gold indirectly 
since they could be converted into dollars. In another remnant 
of the gold standard, currencies were allowed to deviate from 
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their par values by a small range (as occurred under the old gold 
standard due to gold shipping costs) . Countries were allowed to 
change their par values in cases of an ill-defined "fundamental 
disequilibrium". Otherwise, they were committed to buying and 
selling their currencies to relieve excess supplies and demands 
in the exchange market whenever their currencies fell to the 
bottom of the allowable range around the par value, or rose to 
the top. 

The IMF was created as a relatively weak financial intermediary - 
in part because of the residual U . S . /populist suspicion of 
international banks and of British financial interests. It was 
supposed to lend to countries with balance of payments deficits 
so that they could maintain their exchange rates. Creating a 
strong IMF modeled on a world central bank (as the British 
wanted) would have been difficult to sell to the suspicious 
American Congress and the public. A weak IMF effectively meant 
that if the system were to function properly, the U.S. would have 
to play by the rules of the game voluntarily. As it turned out, 
however, the U.S. would not play by the rules if they were seen 
as harmful to its domestic economy. 

The longer-term rules of the game were that deficit countries 
should follow austerity policies internally and surplus countries 
should follow expansionary policies. Ultimately, when the U.S. 
found itself to be a deficit country in the 1960s and early 
1970s, the austerity requirement the rules indicated led to the 
downfall of Bretton Woods; the U.S. was not willing to have its 
internal policies dictated by international financial 
requirements. And typically, this feature is what tends to kill 
fixed exchange rate arrangements, e.g., Britain's withdrawal from 
the European Monetary System in the early 1990s as we saw on a 
video earlier in the course. 

There were two kinds of prices being fixed in the Bretton Woods 
system: exchange rates of currencies relative to the dollar and 
the gold price in terms of the dollar. Therefore, there were two 
potential problems: 1) a dollar problem and 2) a gold problem. 
Whenever a price is fixed, it is likely to be too high or too low 
to clear the market and so some actions need to be taken to 
maintain it. By the late 1960s, the dollar exchange rate 
relative to other currencies was too high. This meant that world 
central banks ended up holding more dollars than they wanted and 
that the volume of dollars relative to the U.S. gold supply 
raised questions as to whether the gold price could be held to 
$35/ounce. (Note that fixing the price "forever" at $35/ounce 
meant that as postwar price and wage levels rose, it became less 
and less attractive to mine gold. And it became more and more 
attractive to use gold for non-monetary industrial and commercial 
purposes as its relative price fell.) 
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The U.S. began to undertake the same kind of controls that 
European countries did to maintain their exchange rates 
immediately after World War II. Voluntary credit restraints 
(guotas) on investment by US firms abroad eventually became 
mandatory credit restraints. An interest equalization tax was 
placed on borrowing in the U.S. by foreigners. Rules were 
imposed that required the American military stationed abroad to 
buy supplies in the U.S. rather than from cheaper, local 
suppliers . 

Other fixes were attempted. In 1968, after a run on gold, the 
private market for gold was allowed to clear at whatever price 
was necessary while central banks agreed to keep trading monetary 
gold at $35/ounce. (Two-tier gold system) . Attempts were made to 
create a new international currency - the SDR - which (it was 
thought) might someday replace dollars and gold as an 
international reserve medium. In principle, the creation of the 
SDR made the IMF more like an international central bank since it 
now could create a form of money. But the amounts it was allowed 
to create were too limited to be significant in the world 
monetary system. The IMF was not given discretion to conduct 
world monetary policy as it saw fit. And the SDR has remained a 
limited unit of account exchanged only by official institutions 
such as central banks; it is not used for private transactions. 

By August 1971, the game ended when President Nixon unilaterally 
ended the Bretton Woods system by refusing to trade gold with 
central banks and by allowing the dollar to float in the exchange 
markets. An attempt to create a more limited fixed exchange rate 
system led to the so-called Smithsonian agreement in December 
1971. But when the dollar came under renewed downward pressure 
13 months later, the U.S. unilaterally ended that system, too, 
rather than follow a restrictionist monetary policy. The U.S. 
was again unwilling to play by the rules of the game. It would 
not sacrifice domestic goals for external purposes. 

Since 1973, a variety of decentralized exchange rate systems have 
emerged. Some countries including the US simply allow their 
currencies to float more or less freely. Some - particularly 
those with inflation problems - have sometimes adopted "crawling 
pegs". Crawling pegs allow a smoothed out frequent series of 
exchange rate changes (little devaluations for inflationary 
countries.) Some countries intervene a lot in the exchange 
markets (managed or "dirty" floating) . Some countries peg to 
other currencies, especially the dollar or the currency of some 
larger country, sometimes through a currency board arrangement. 
Some currencies are maintained relative to the SDR that is now 
defined as a basket of major world currencies or use some other 
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basket. One of your week 10 handouts shows the large variety of 
exchange rate regimes currently prevailing. 

The most noteworthy recent development in terms of a new currency 
order is the creation of the euro as an international currency 
within a subset of the EU countries, beginning in 1999. All 
local currencies within the euro zone were later replaced by the 
euro alone. This system evolved out of looser arrangements of 
pegged rates between the major European currencies that begin in 
the 1970s after the Smithsonian system collapsed. 

Note that the countries that have adopted the euro are in effect 
giving up monetary sovereignty. They become like California 
within the larger "US dollar monetary zone," i.e., entities that 
cannot control money supply, interest rates, etc. As in 
California, any borrowing they do will be in a currency they 
cannot create. So they will not be able to run large government 
budget deficits indefinitely or (therefore) to have much 
discretion in fiscal policy. If an entity such as California 
runs a large deficit within the U.S. "monetary zone," lenders 
become nervous, interest rates demanded to hold state bonds will 
rise, and eventually borrowing on any terms will become 
difficult. (Many of the euro countries have generous social 
security retirement and health schemes and aging populations. It 
will be difficult for those countries to meet these social 
obligations without running deficits. They also have military 
obligations. Yet the euro system sharply constrains such 
behavior. How will, say, the French population feel about such 
constraints? The German population? No one knows at this point. 
The French and Dutch negative votes on the proposed European 
constitution suggest that voters in those countries are concerned 
about the constraints.) It is now rumored that the Irish might 
reject a revised constitution. 

Countries such as Ecuador that completely dollarize (abandon 
their own currencies and adopt the U.S. dollar) face the same 
dilemma. They won't have exchange rate crises since they have no 
currencies. But they also have no internal monetary policy and 
monetary policy for them is determined by the Fed. A lesser form 
of such programs is the above-mentioned currency board system in 
which reserves are kept against the local currency so that it can 
exchange at a fixed rate against some other currency. The 
Argentina peso crisis shows that such systems can go into crisis 
since they preserve the potential for the country to devalue. In 
any event, whether under a currency board or a dollarization 
system, a country's banking system will lack a lender of last 
resort absent a true central bank. The country must have 
sufficient reserves to deal with internal banking crises. Or 
should the IMF play that role? 
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If there is pressure for return to a broad international system 
of fixed exchange rates, it comes from 1) the experience of the 
1980s with extreme exchange rate volatility and the big run up 
and later fall of the U.S. dollar, and 2) the various exchange 
rate crises of the 1990s (the Mexican peso crisis, the Asian 
financial crisis) . Exchange instability creates interest in 
arrangements that would avoid such volatility. The Argentine 
peso crisis of 2001-02, however, is sometimes viewed as 
supporting flexible rates and sometimes alternatively seen as a 
lesson that countries should have a common currency 
(dollarization, euro) . A Bretton Woods-type world system seems 
unlikely in any foreseeable future. But there could be regional 
exchange rate regimes involving some degree of fixity. 

Alternative options exist for the evolution of the world monetary 
system. Trade blocs could become monetary blocs as well (as the 
pre-euro European Monetary System illustrates) . Within these 
blocs, there could be eventual adoption of "euro-type" common 
currencies. Perhaps the IMF's role might someday be enhanced to 
deal with international financial crises such as the Mexican Peso 
and Asian financial crises of the 1990s. 

A revised IMF might be made to resemble a true central bank with 
the power to create a currency (maybe some kind of extended SDR) . 
If the IMF were to be given such authority, some type of 
regulation of international financial institutions would also 
have to be part of the arrangement. A system in which the IMF 
simply bailed out all countries and institutions that got into 
trouble would invite problems. Risky financial behavior would be 
encouraged since bailouts could be expected. So there would need 
to be some type of regulatory control to prevent situations from 
developing that would ultimately reguire bailouts. However, the 
U.S. - due to its inward-focused tradition in the monetary sphere 
- would be unlikely to support giving substantial new authority 
to the IMF. 

Some have argued for the reverse. They suggest that at the 
extreme end of the spectrum the IMF should be abolished. After 
all, it was created to proctor the Bretton Woods system which 
went out of business in 1971. Others don't call for abolition 
but believe the IMF should focus on giving economic advice rather 
than money, since it doesn't have sufficient resources on its own 
to deal with currency crises. 

Gold seems no longer to play a role in international monetary 
affairs and is unlikely to resume such a role in the future - 
although there are still a few diehard advocates of reviving the 
gold standard in some form. A number of central banks have been 
gradually selling off their gold holdings. Gold seems sometimes 
to be used by some private transactors as a haven for their 
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assets when wars or other world crises develop. But major 
central banks seem uninterested in reviving its effective use for 
monetary purposes . As we noted in our balance of payments 
handout, the U.S. has a line in its accounts for gold but no 
transaction seem to occur in gold. 

Basically, the Bretton Woods and Smithsonian experiences show 
that maintaining fixed exchange rates can lead to crises. The 
post-Smithsonian system experience suggests that currencies can 
be caught up in bubbles, just as other financial assets. And 
giving up your currency means diminished economic sovereignty. 

In short, all arrangements for currencies have their advantages 
and disadvantages. So maybe it is not surprising that the world 
has ended up choosing decentralized decision making on exchange 
rates . 

Have a good weekend and good luck on the final exam. Apart from 
the Q&A session, I am around on email for guestions . 
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